General Business Conditions 





HE course of business has continued 

irregularly downward during Febru- 

ary. As in January, buyers for the 

most part have been cautious. Last 

Fall they feared a squeeze in deliveries 
and prices and rushed their purchases accord- 
ingly. However, the squeeze was never as 
great as anticipated, and it is now past. Fur- 
thermore, no repetition is expected, as far as 
can now be seen. Business men have in mind 
the war’s inflationary possibilities, but the evi- 
dence thus far is that even under war conditions 
supplies of commodities and production and 
transportation facilities, with few exceptions, 
are ample. Naturally they do not feel under 
the same pressure to rush orders for equipment 
or make other protective moves, nor do they 
feel it necessary to carry as large inventories 
and commitments as seemed to be desirable 
earlier. 

With buyers in this frame of mind, new or- 
ders in most industries have continued below 
shipments; and unfilled orders, although good 
sized in many lines, in the aggregate are shrink- 
ing. Operations have been curtailed further 
in the steel mills, and the slackening has spread 
to other quarters, with the result that the 
indexes of industrial production have con- 
tinued thé decline which began in January. 
The drop from the December peak, which ac- 
cording to the Federal Reserve Board’s index 
was the highest ever reached in this country, 
has been rapid. This index was 128 (1923-25 = 
100) in December and 119 in January, and 
according to preliminary data the drop in 
February has been fully as much. It may be re- 
peated that a substantial part, approximately 
one-half, of this decline is an adjustment for 
failure to make the seasonal gains allowed for 
at this time of year. The other half represents 
the actual drop in production. 

Apparently further curtailment is likely, in 
lines where stocks of goods are still being 
added to or where the disposition to work off 
inventories is most pronounced. On the other 
hand, new orders in many cases have dropped 
not only below production but below consump- 
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tion also. In due course there should be a 
swing back from underbuying as well as from 
overproduction, both working together to get 
the markets back into balance. 


Nature of the Recession 


The reasons for the industrial curtailment 
are well understood and there is no evidence 
that it is spreading dismay. Business is cor- 
recting, in the normal way, disparities resulting 
from a spectacular concentration of new buy- 
ing and a resulting jump in operations, which 
rose more rapidly than consumption under 
present conditions could increase. Fear that 
consumption will fall off severely and cause 
the recession to spiral downward is expressed 
in some quarters, but the weight of evidence 
seems to be against such a drastic decline. The 
maladjustments responsible for the drop are 
confined chiefly to production rates, now being 
corrected; and one of the strong points is that 
there has been no great rise of prices, living 
costs, and industrial costs to get the situation 
up on stilts, as in 1937, or to upset the terms of 
exchange between the various groups of pro- 
ducers which existed before the war. Business 
before the war was not headed for depression, 
but was improving. The situation was far 
short of prosperity, but it was stable and well 
supported. 

The markets do not reflect any grave anxie- 
ties; on the contrary, both securities and 
commodities have supplied encouragement 
during February, with stock prices improving 
somewhat and staple commodities, on the aver- 
age, levelling off after the January drop. This 
is a good performance in a period of declining 
industrial activity. One of the major commodi- 
ties, copper, has been an exception to the 
general dullness, sales having been the largest 
since September. The move was started by 
French purchases of foreign copper, and by 
miscellaneous export demand for metal for 
prompt shipment. Lead and zinc sales also 
improved, and prices of all three metals rose 4c. 

The non-ferrous metals are very important 
in the business situation. They are used in a 
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wide variety of industries and their sales fre- 
quently tell an accurate story of business condi- 
tions and sentiment. Most of the copper pur- 
chases were for delivery two months or more 
ahead, which suggests that buyers were not 
in imperative need of the metal, but that they 
have confidence in the price and do not intend 
to return to extreme hand-to-mouth policies. 
The war may influence a good deal of business 
sentiment in that direction. 


Conditions in the Industries 

Among the industries, aviation, shipbuilding 
and machine tools continue to give the sup- 
port which may almost be taken for granted 
while the war lasts. Favorable reports also 
come from the automobile manufacturers. 
Their sales in January and the early part of 
February were in many cases 35 to 50 per cent 
larger than a year earlier, and compare better 
with December than is usually the case. Al- 
though dealers are now well stocked, assem- 
blies during February have been reduced less 
than intended, and operations turned upward 
toward the end of the month. If this is the 
beginning of the seasonal rise it comes earlier 
than usual and earlier than expected. 

In the steel industry, on the other hand, 
sales have shown but little pickup. The oper- 
ating rate has dropped to around 65 per cent 
of capacity, compared with 86 early in January, 
and even with this curtailment unfilled orders 
have diminished rapidly. In most districts new 
business has seldom exceeded 40 to 45 per cent 
of capacity, according to the trade reviews. 
This is manifestly below the rate of steel con- 
sumption, considering the activity in most con- 
suming lines and the improved exports. 

Further textile curtailment evidently is 
ahead, in view of continued slackness in orders. 
The normal tendency of these industries is to 
run in cycles, a big year, during which con- 
sumers and distributors replenish supplies, 
being followed by a year of distribution. In 
1939, according to the Rayon Organon, con- 
sumption of textile fibers reached an all-time 
high, exceeding the 1937 record by 3 per cent 
and 1938 by 27 per cent. Consumption of 
cotton was 25 per cent over 1938, wool 39 per 
cent, and rayon 41 per cent. This is the basic 
explanation of the disappointing volume of 
new orders and of declining prices and narrow- 
ing margins for manufactured goods, especially 
in the cotton group. 

Building contract awards since the first of 
the year have also fallen below expectations. 
In the month of January the total was 25 per 
cent under last year, and in the first three weeks 
of February 18 per cent lower. Privately owned 
construction has held approximately even with 
the 1939 figures but public building has been 
almost 40 per cent lower. February figures of 
new construction under F.H.A. insured mort- 
gages, however, improved over both January 


and a year ago. These figures have been re- 
liable indicators of the trend of residential 
building. 

Retail trade has been hampered by storms 
during the month, and with allowance for sea- 
sonal trends department store sales as a whole 
evidently have declined as compared with 
January, which in turn was lower than De- 
cember. Nevertheless, sales have been above 
a year ago, the cleanup of Winter merchandise 
has been good, and inventories and commit- 
ments are conservative. The outlook for Spring 
trade is generally considered satisfactory. Farm 
income including Government payments in 
January was greater than in December, after 
seasonal adjustment, and higher than a year 
ago. February also is expected to exceed last 
year, and the Department of Agriculture is of 
the opinion that the whole of the first half-year 
will show an improvement. 


January Exports Large 

Business advanced last Fall partly on hopes 
of larger exports, and has reacted partly be- 
cause second thoughts on the export outlook 
were more sober. Export figures, however, 
have continued to make a strong showing. At 
$369,000,000 the January total slightly exceeded 
the December figure, although usually there is 
a seasonal decline. As compared with January 
a year ago the increase was 73 per cent. The 
total was the best in any month since the 
Spring of 1930, and if allowance is made for 
the lower prices now, the dollar figures for 
these two months represent a physical volume 
of goods equal to or somewhat larger than the 
1929 average. 

As compared with last year, the most pro- 
nounced increases were in shipments to France 
and Great Britain, but the improvement was 
spread all over the world. Among commodity 
groups the principal gains were in aircraft, 
machinery, metals and metal products, chemi- 
cals, and in raw cotton. Cotton shipments are 
expected to drop off later, inasmuch as sales 
were temporarily stimulated by the export 
subsidy, which has now been discontinued, and 
by other factors. The prospect for other agri- 
cultural exports for the near future is not 
encouraging. Moreover, the efforts which 
Great Britain is making to maintain her foreign 
sales have shown results in increased shipments 
during the past two or three months, which 
diminishes the likelihood that the United States 
will cut as far into British trade as some 
believed. 

On the other hand, purchases of the belli- 
gerents cannot possibly be considered as having 
reached their peak, and the United States is 
the greatest available source of finished manu- 
factures both for the belligerents and for the 
countries which are now unable to obtain them 
from former sources. On February 24 the 
British and French Purchasing Commissions 
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announced their decision to place “extremely 
large” additional orders for aircraft with 
American manufacturers, probably to a total 
of a billion doliars, if so much can be produced 
with due regard for our domestic and normal 
export requirements. This confirms the fact 
that the only limit to our aircraft exports will 
be our productive capacity, and the benefits 
will spread beyond the airplane companies to 
parts and tool makers. 


Possible Causes of a Rebound 

To a considerable extent business seems 
likely to move as exports move, as the year 
goes on. If shipments continue even approxi- 
mately at the December - January rate, they 
will be a supporting influence of great impor- 
tance. Increased exports not only put into 
circulation the buying power resulting from 
the production of the export goods, but may 
lead to increased activity in domestic machinery 
and construction, and to more liberal inventory 
policies by domestic buyers. Along with avia- 
tion, the machine tool and other industries 
showing large exports are expanding and mod- 
ernizing their facilities to take care of foreign 
demands without penalty to domestic users. 

The curtailment of industrial output now 
under way will form in time a new and stable 
base for business; and another forward move- 
ment could be started either by a high volume 
of exports, or by an increase in capital invest- 
ment at home, flowing from other causes. At 
present new orders for capital goods are slack, 
with a few exceptions. This may be only a 
natural dull spot, since business men with new 
projects and modernization programs in mind 
concentrated their orders after the outbreak 
of war. However, the kind of capital expansion 
which in the past gave business recoveries 
momentum and endurance is not developing. 
The volume of new capital issues offered in 
the investment market continues low, the poor 
fourth quarter of 1939 having been followed by 
a total of onty $32,000,000 in January, accord- 
ing to the Commercial & Financial Chronicle. 
Backlogs in some machinery and equipment 
lines, as in railway freight cars, will begin to 
run out in a few weeks or months. 

Whether new expenditures will pick up as 
old orders run out depends greatly upon in- 
ternational and political factors impossible to 
foresee. The conditions which affect the de- 
mand for capital goods are incomparably more 
complex than those which affect the demand 
for consumer goods. Above all, the industries 
must feel assurance that if they buy new 
productive equipment they can make it pay 
for itself, which requires that they must be 
able to sell the goods produced at a profit. The 
volume of sales, the level of costs and taxes, 
the difficulty or ease of borrowing or obtaining 
equity capital, and the ability to make reliable 
long term calculations as to future sales and 


profits,—all are critical factors; and in too 
many respects the situation is unfavorable, or 
the outlook uncertain. Inevitably hopes turn 
to exports, for their possible support to bus- 
iness volume and profits, and as the most 
promising source, directly and indirectly, of a 
new stimulus to capital expenditure. 


Money and Banking 





In the domestic money market, the basic 
influence continues to be the flow of funds to 
the United States, bringing additional gold 
imports which add to the volume of idle funds. 
During February, gold holdings of the Treasury 
increased $235,000,000, to a new high record of 
$18,166,000,000. By purchasing this gold, the 
Treasury put funds into the market, either 
directly in the case of private gold shipments 
or indirectly in the case of official shipments 
now constituting the bulk of the transactions. 
In the latter case, the funds are first deposited 
at the Reserve banks to the credit of the for- 
eign sellers, and later disbursed. The fact that 
foreign deposits at the Federal Reserve have 
not increased over the past month in spite of 
large gold imports is evidence that funds have 
been paid out promptly, probably for materials 
and supplies wanted abroad. 

In the first half of the month the influence 
of incoming gold was offset by heavy payments 
to the Treasury on account of social security 
taxes and savings bond sales, but later, as 
Treasury disbursements again exceeded re- 
ceipts, both reserves and deposits of member 
banks rose sharply to new high levels. On 
February 28, excess reserves, at $5,690,000,000, 
stood $100,000,000 above the previous peak 
reached a month earlier, with every prospect 
of going higher if the gold movement continues. 

In marked contrast with the trend of re- 
serves and deposits is the continued apathy 
on the part of normal users of bank credit. 
While total loans and investments of reporting 
member banks increased slightly in the last 
month, there has been, as shown by the ac- 
companying diagram, very little gain on bal- 
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ance since the end of November. As compared 
with a year ago, total loans and investments 
are up $1,600,000,000, approximately 78 per 
cent of which has been in investments, chiefly 
U. S. Government securities. According to the 
advices from Washington, a new inquiry is 
about to be instituted by Congress to deter- 
mine why money is not flowing more freely 
into active use by industry and trade. Without 
attempting any lengthy analysis at this point, 
we venture to state that in the opinion of the 
average business man at least an important 
part of the explanation should not be hard to 
find,—in acts of public policy which have 
added to the difficulties and uncertainties of 
doing business and thus discouraged initiative 
and enterprise. 

Despite the large and rising total of available 
funds, the bond market has been dull, with 
prices a shade easier and investors disposed to 
mark time pending information as to Treasury 
financing contemplated on March 15. On June 
15 $353,000,000 of Treasury 33% per cent bonds 
of 1940-43 have been called for payment. Apart 
from the refinancing of these securities, the 
market is considering the possibility of an ex- 
change offer to holders of $738,000,000 of 1% 
per cent Treasury notes, also maturing in June, 
plus a new offering for cash. 

Corporate financing, both publicly and pri- 
vately offered, aggregated approximately $250,- 
000,000, the largest for any month since before 
the war, the figures being expanded consider- 
ably by the offering of $105,000,000 of bonds 
and debentures by the Bethlehem Steel Cor- 
poration at the close of the month. Of the 
total offerings, however, issues involving new 
capital amounted to only about $40,000,000, of 
which $30,000,000 was represented by private- 
ly placed borrowings by a leading finance 
company contemplating expansion in its opera- 
tions. The volume of municipal financing was 
also relatively heavy, owing to large refunding 
offerings by the Triborough Bridge Authority 
of New York and by the New York Port Au- 
thority, as a result of which dealers’ portfolios 
became somewhat congested. 


Mobilization of Dollar Securities by 
British Treasury 

Perhaps the most significant development in 
foreign exchange in February was the decision 
by the British Treasury to take over from 
British holders the shares of sixty American 
corporations at prices based on quotations on 
the New York Stock Exchange on February 
17. This move, which is to become effective 
March 4, was not unexpected, having been 
foreshadowed by the compulsory registration 
of foreign securities last August. 

As officially announced, the purpose of ob- 
taining a more direct control over dollar securi- 
ties was, first, to insure their orderly realization 
in our markets, and, second, to assure that the 


volume of sales of the securities taken over by 
the Government, as well as those still privately 
held “should continue in the future at about 
the average volume of recent months.” An 
indication of what the latter statement may 
mean is afforded by the following table based 
on U. S. Treasury figures of international 
capital movements last year to the end of 
November. 
Net Capital Movement between U. S. and Foreign 
Countries in 1939 
(In Millions of Dollars) 


Plus sign denotes increase in foreign owned American 
securities and bank balances. 


Minus sign denotes decrease in foreign owned American 
securities and bank balances. 
All Trans- 
American Securities Bank Balances 
All All 
U.K. France Countries U.K. France Countries Countries 
Jan. —22 —4 —13 +3 
Feb +7 —1 + 39 +21 
Mar. —10 .... + 4 
Apr. +6 +2 +59 
May —6 +2 ae 
June —7 —1 +9 
July —7 —1 + 2 
Aug. —1 —1 +31 
Sept. —25 +1 —20 
Oct. —48 _.... —38 
Nov. —22 +2 +22 


*Includes also movement in brokerage balances and 
transactions in foreign securities. 

According to these figures, British nationals 
reduced their holdings of American securities 
by about $95,000,000 during the first three 
months of the war, and at the same time drew 
on their short-term dollar balances to the 
extent of around $75,000,000, the latter move- 
ment accelerating considerably in November. 
French nationals evidently were not sellers of 
dollar securities on balance during the period, 
although moderately decreasing their dollar 
bank deposits. Since the end of November no 
official figures have been available, but the rate 
of security liquidation is understood to have 
slowed down somewhat. At the outbreak of 
the war, British holdings of American readily 
negotiable securities were estimated by the 
Federal Reserve Board at about $735,000,000 
and dollar bank balances at $595,000,000, with 
corresponding figures for France at $185,000,- 
000 and $315,000,000. In addition, both coun- 
tries held large amounts of gold which could 
be used to replenish balances here. 

Of leading importance also was the action 
by the Swedish Government February 24 im- 
posing strict regulations upon capital move- 
ments and dealings in foreign exchange. For 
some time the Scandinavian currencies have 
been under pressure caused by adverse trade 
balances and flight of capital resulting from 
war fears that lately have become more acute. 
While the decision by Sweden to institute 
exchange control has been spoken of as “an 
abandonment of gold,” the fact is that it repre- 
sents a move on the part of the authorities to 
conserve the country’s supply of gold and 





foreign exchange against further depletion. 
Actually, Sweden has been “off gold,” in the 
sense of not maintaining a fixed gold parity, 
ever since September, 1931, but heretofore has 
permitted free movement of funds into and out 
of the country. 

The open market rate for sterling, which 
early in February touched the $4.00 level, 
moved irregularly lower to $3.92%4 at the close 
of the month. In other exchanges the fluctua- 
tions were unimportant. Belgian francs and 
Dutch guilders were generally steadier, but 
the wide forward discount on both currencies 
continued to reflect the uncertain outlook. 


Opposition to Foreign Silver Purchases 

Concern over the constant growth of our 
gold stock has heightened the opposition to the 
deliberate concentration in this country of 
silver from all over the world, both on the 
score of waste of public money and of un- 
wanted increases of already excessive bank 
reserves. Within the past month a bill spon- 
sored by Senator John G. Townsend, Jr., of 
Delaware, proposing to terminate purchases 
of foreign silver now mandatory under the 
Silver Purchase Act of 1934, has been reported 
favorably by a subcommittee of the Senate 
Committee on Banking and Currency, and is 
now before the full committee. It has been 
tabled, pending consultation with the State 
and Treasury Departments. 

After more than five years of trial, the Silver 


Purchase Act definitely has failed of its objec- 
tives. It has neither raised commodity prices 
nor brought prosperity to this country. Instead 
of increasing the monetary use of silver it has 
forced China, the last of the silver-standard 


countries, to abandon its use as standard 
money. Although it commits the United States 
to the purchase of silver until either the price 
reaches $1.29 an ounce or until silver holdings 
reach a ratio of 1 to 3 by value with gold, the 
price at the present time is lower than when 
the program began (and would be even lower 
but for our buying) and. notwithstanding our 
huge silver acquisitions, the ratio of 1 to 3 is 
no nearer attainment than at the start, owing 
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to our constant accumulation of gold. In all, 
we have spent in the last five and a half years 
to the end of 1939, over $1,223,000,000 for silver, 
of which $941,000,000, or over three-fourths, 
has been spent for silver purchased abroad. 

On February 20, the Advisory Council to 
the Federal Reserve Board, composed of bus- 
iness leaders from each of the twelve Federal 
Reserve districts, by unanimous resolution con- 
demned further foreign silver purchases, an 
expression of view which will be endorsed by 
practically all economists and other disinter- 
ested parties. 


Foreign War Expenditures and Finance 





With the war in western Europe entering 
the seventh month, the enormous cost of mod- 
ern warfare is becoming increasingly apparent. 
Although military operations on the western 
front are not yet on the 1918 scale, and commod- 
ity prices are only about half as high as then, 
nevertheless war costs of the belligerent powers 
are already approximating those of the last 
year of the World War, and still rising. At the 
same time, two other costly wars are being 
waged, —in northern Europe and in the Far 
East; and armament expenditures of neutrals 
everywhere are increasing rapidly. 

In the table below an attempt has been made 
to assemble latest available data on current 
and contemplated expenditures by leading 
foreign governments, with comparisons with 
earlier years. While the latest figures should 
not be taken too literally, being in some cases 
unofficial estimates and incomplete and in all 
cases subject to change, they may still afford 
some idea of the tremendously increased finan- 
cial burdens growing out of the war. If the 
war continues, the figures will more likely 
prove to be under- than over-estimated. 

That war costs already are approaching the 
maximum scale of the last war is due evidently 
to two principal causes. In the first place, the 
tempo of preparation has been much faster 
than in the last war. In 1914 the general ex- 
pectation was that the war would not last long, 
and there was no conception of the extent to 





Governmental Expenditures of Foreign Countries 
(In National Currencies — 000,000 omitted) 








Aus- 
U. K. 
(Mar.) (Dec.) 
703 45,400 
56,000 
66,000 
82,000 
95,000c 
330,000 


Fiscal 
Yr. End (Mar.) 
11,350 393 77 
12,0004 533 80 
13,000d 532 84 
17,0004 534 91 
29,000d 553 98 
34,000d 651f 151 


5° sad 
Francet Germany Canadat tralia* land** landst 
(Mar.) (June)(Mar.) (Dec.) 


36 1,009c 


Swit- 
Nether- zer- Swe- Den- Nor- 
land dent markt  wayt 
(Dec.) (June) (Mar.) (June) 
24 720 372 792 371 396 
26 769 540 1,107 573 447 
31 823 537 1,191 492 
35 884 578 1,359 559 


1,529 


Japan§ 
(Mar.) 
1,736 
2,206 
2,799 
4,731 
8,138 
9,409 
10,360 





7 Current and capital expenditures. * Expenditures of Consolidated Revenue Fund and of Commonwealth 
Loan Fund. ** Ordinary payments of the Consolidated Fund. § Including special expenditures in connection with 


military operations in China. a As revised last September. b Calculation of the London Economist. 
include war emergency appropriations. d Incomplete; 


in declared debt. 


c Does not 


based on declared tax and customs revenues and increase 
e Estimated. fAs estimated by the Minister of Finance last September. 


hIncluding esti- 


mated cost of mobilization. iIncluding emergency budget passed last September. 
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which the resources and energies of all the 
people would become involved. Now there is a 
clearer appreciation of what modern war 
means, and all efforts are being bent from the 
beginning to organize the national life to maxi- 
mum war efficiency at the earliest possible 
moment. Thus, in a sense, this war is com- 
mencing where the last one left off, with costs 
mounting accordingly. The second reason why 
expenditures are rising so rapidly lies of course 
in the increased costliness of modern mech- 
anized equipment. Not only is there more of 
such equipment than in the last war, but the 
unit cost is higher. According to the British 
Chancellor of the Exchequer, military aircraft 
costs 3 to 7 times as much as in 1918, and in 
general the cost of maintaining a division in 
the field about twice as much. 


Allied War Costs 

How vast the problem of financing the con- 
flict has already become may be realized by 
glancing at British budgetary expenditures, 
originally estimated at around £1,300,000,000 
for the current fiscal year ending March 31, 
but revised upward at the outbreak of the war 
last September to just under £2,000,000,000. 
Currently, expenditures are reported to be 
running at an annual rate nearer to £2,400,- 
000,000 (approximately $9,600,000,000 at cur- 
rent rates of exchange), or about 40 per cent 
of the estimated national income for 1939 of 


£6,000,000,000. Probably a better comprehen- 
sion may be had of the staggering nature of 
such totals when it is realized that on a popu- 
lation basis this is equivalent to budgetary 
expenditures for the United States of over $27,- 


000,000,000 a year. And still the London 
Economist forecasts that expenditures for the 
1940-41 fiscal year are likely to reach £3,200,- 
000,000, and, if the war lasts, in the following 
year may reach £4,000,000,000. In the final 
year of the last war British expenditures at the 
inflated prices then prevailing aggregated ap- 
proximately £2,700,000,000, representing about 
50 per cent of the national income of the time. 
French war costs for 1940 have been esti- 
mated officially at Fr. 250,000,000,000, in addi- 
tion to a civil budget of nearly Fr. 80,000,000,000 
(approximately $7,400,000,000 in all at current 
exchange rates, equivalent on a population 
basis to about $23,000,000,000 for the United 
States). On this basis the French Government 
will be spending over 40 per cent of the national 
income which undoubtedly is running higher 
than in 1937 when it was placed at about 
Fr. 250,000,000,000 (equal to 500 billions to 600 
billions of current francs). During the last war 
total expenses incurred from 1914 to 1918 were 
calculated at 210,000,000,000 old francs, or 
1,300,000,000,000 francs of present valuation. 
While the expenditures of the British Do- 
minions may appear small in contrast with the 
war efforts of Great Britain and France, they 


are large in relation to the resources of the 
countries involved. Australia, with a popula- 
tion equal to that of Ohio, has budgeted for 
national defense in 1939-40 £62,000,000 (nearly 
$200,000,000 at present exchange), or six times 
as much as in the 1938-39 fiscal year, while 
New Zealand, comparable in population size to 
Maryland, expects to spend £10,000,000 for 
war materials and military training in the cur- 
rent financial year, about five times as much 
as last year. Canada’s war costs, according to a 
recent statement by the Finance Minister, are 
figured at $375,000,000 for the first war year to 
September 1940, already as much as was spent 
in 1918 and equivalent on a population basis 
to expenditures by the United States of over 
$3,500,000,000; and in the fiscal year ended 
March 31, 1941, are expected to rise to at least 
$500,000,000. 


The Cost in Other Countries 

In the case of Germany war costs remain a 
matter of conjecture, due to inadequacy of 
revealed statistics and also to totalitarian 
methods of control. The disclosed tax and 
customs revenues were estimated by German 
authorities last Summer at about Rm. 22,000,- 
000,000 for the 1939-40 fiscal year, while the 
declared public debt in the year ended October, 
1939, was rising at the rate of about Rm. 12,- 
000,000,000 a year, though what these figures 
mean in terms of dollars is difficult to say 
owing to varying quotations for the reichs- 
mark. According to a recent estimate of the 
London Economist, not less than 60 per cent 
of Germany’s national income is being spent 
by the State, with about three-quarters of the 
State’s expenditures being derived from taxes, 
contributions and profits of State enterprises. 

The Japanese record-breaking budget for 
1940-41, just passed by Parliament, calls for 
expenditures in excess of 10,300,000,000 yen 
($2,415,000,000), up nearly 1,000,000,000 yen 
over the current year and nearly five times as 
much as in 1936 prior to the outbreak of 
hostilities in China. 

Nor have the neutral countries been spared. 
In the United States, the leading neutral, de- 
fense expenditures have been steadily increas- 
ing and for the 1941 fiscal year are budgeted 
in excess of $1,800,000,000, or more than three 
times the post-war low reached in 1934. For 
those countries in Europe near the theatre of 
war and under threat of involvement in the 
conflict, defense costs naturally have risen 
more rapidly. Regular budgets have been in- 
creased and emergency expenditures have 
added further to the totals. According to a 
statement by the Belgian Finance Minister in 
December, costs of Belgian armed neutrality 
to the end of 1940 would run to the equivalent 
of $300,000,000. Dutch extra-budgetary ex- 
penditures on account of war costs in 1940 are 
estimated at Fl. 620,000,000 ($330,000,000). 
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Both the Norwegian and Swedish budgets are 
at all-time highs, with the Swedish budget for 
1940-41 at close to Kr. 2,000,000,000 ($475,000,- 
000), of which approximately half is estimated 
to be for national defense. 


Methods of War Financing 

With the general recognition of the magni- 
tude of the financial problem, and with the 
inflationary experiences of the last war in mind, 
governments are now disposed to resort much 
earlier and more vigorously to taxes and to 
drafts upon current savings (either through 
voluntary or forced loan subscriptions) than 
was the case in the last war. This is being done 
with the double purpose of lessening as much 
as possible the dependence upon bank credit 
expansion, with its inflationary consequences, 
and of restricting civilian consumption and 
thus directing a larger share of the national 
income to the uses of the State. Also, the exis- 
tence generally of huge internal debts left over 
from the last war, or built up since, has been 
a factor in determining fiscal policies. Never- 
theless, it is realized that where the sums re- 
quired are so vast, strict adherence to theoreti- 
cally ideal methods of financing is not feasible. 
Thus inflation in some degree becomes a 
practical certainty, and the real question is, 
how much? 

Both in Great Britain and France, the gov- 
ernments have emphasized the need of relying 
to the largest degree possible upon taxes and 
borrowing from savings. In Great Britain the 
individual income tax has been raised to 37% 
per cent, with heavier consumption taxes, while 
corporation excess profits taxes have been lifted 
to 60 per cent of profits in excess of the pre- 
war average. In the revised budget presented 
last September revenue for the current fiscal 
year was put at £997,000,000, and in 1940- 
41, when the new tax rates will be more fully 
in effect are estimated by the Economist at 
around £1,250,000,000. Even so, this will leave 
nearly £1,000,000,000 to be borrowed this year, 
and, according to the Economist’s estimates, 
something like £2,000,000,000 next year. In 
France, also, taxes have been drastically in- 
creased, so that the ordinary budget is expected 
to balance, but the bulk of war costs totalling 
Fr. 250,000,000,000 will have to be covered by 
Treasury loans. 

Similarly, in other countries, taxpayers are 
being called to shoulder heavily increased 
burdens, but in few, if any, cases can large 
supplemental borrowings be avoided. While 
no doubt determined efforts will be made to 
stimulate or enforce non-banking absorption of 
government securities, the inflationary danger 
is evident. 

Consequences Now and Later 

In considering these huge outlays, and the 
financial operations involved, two questions 
naturally arise: 


First, what is likely to be the effect upon the 
United States? Because of the greater self- 
sufficiency of the British and French Empires 
now than in 1914, and the desire of their gov- 
ernments to conserve foreign exchange, the 
opinion has become widely prevalent that the 
war may not exert much, if any, stimulus to 
business in this country outside of aircraft and 
certain other restricted lines. Regardless of 
what other analysis may show, the mere total- 
ling of the enormous sums involved in current 
and contemplated war spending would seem 
to invite skepticism of this viewpoint. That 
the impact of such extraordinary expenditures 
can be confined to limited areas, and the ma- 
terials and supplies which these expenditures 
represent procured without important effects 
in the United States, seems indeed doubtful. 

Second, what is to be the aftermath of it all? 
Obviously, prediction is futile until more can 
be known about the duration and destructive- 
ness of the war, and— perhaps more impor- 
tant — the nature of the peace. The world can 
only wait and hope that this new catastrophe 
will prove to be less crushing than is generally 
feared. It should be remembered that the direct 
war costs have some offsets —in the savings 
resulting from drastic suppression of non- 
essential spending and in the willingness of the 
people to work harder and longer and thus in- 
crease the national output. Devastating as 
were the effects of the last war, both at the 
time and afterwards, nevertheless the degree 
of recovery achieved in even the hardest hit 
countries demonstrates a recuperative power 
that may afford some degree of encouragement 
in this new time of crisis. 


Profits of Leading Manufacturing 
Companies in 1938-39 


Annual reports published by leading manu- 
facturing companies for 1939 show that the 
progressive increase in production and sales 
last year, reaching a climax in the war boom 
during the last four months, resulted in net 
income practically double that of the year 
1938. This affords a striking demonstration of 
the gains that accrue to society from fairly full 
and stable operation of the productive system 
over restricted and irregular operations. 

A tabulation of statements from 960 com- 
panies gives combined net profits, after taxes 
and less deficits, of approximately $1,281,000,- 
000 in 1939, which contrasts with $647,000,000 
reported by the same companies in 1938. The 
sharp gain in net totals is accounted for to 
considerable extent by the fact that in 1938 
about one-third of these companies had deficits, 
whereas in 1939 the proportion having deficits 
was lowered to one-tenth. 

Net worth of the group aggregated $15,181,- 
000,000 at the beginning of 1939, upon which 
the year’s profits represented an average re- 
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turn of 8.4 per cent, compared with $15,466,- 
000,000 net worth in 1938 and a rate of 4.2 
per cent. Although the return last year was 
below the average for 1936 or 1937, as shown 
in our previous tabulations of similar (though 
not identical) groups of companies, and far 
below such years as 1928 and 1929, it was 
ad than for any of the years from 1930 to 

The gains in profits last year were not due 
primarily to the war and were not confined to 
the war period, but were distributed through- 
out the year, as may be seen from the following 
series based upon a limited number of large 
corporations for which quarterly figures are 
available: 


200 Leading Industrial Corporations 
(In Millions of Dollars) 


1937 1938 1939 
18 $108 $203 
5 118 218 
324 111 202 

239 370 


% Chg. 


Net Profits 1938-39 


10,615 11,190 10,862 coceoeee 


Uneven Character of Recovery 
An examination of the accompanying tabu- 
lation, arranged by major industrial groups, 
will show the highly uneven character of the 
recovery in earnings last year. Only relatively 
moderate gains were shown in such consumers’ 
goods lines as food products (other than meat 





PROFITS OF LEADING MANUFACTURING CORPORATIONS FOR THE YEARS 1938 AND 1939 
Net Profits Are Shown After Depreciation, Interest, Taxes, and Other Charges and 
Reserves, but Before Dividends. — Net Worth Includes Book Value of Outstanding 
Preferred and Common Stock and Surplus Account at Beginning of Each Year. 








N et Profits 


No. Industrial Groups 1938 


ears 
1939 


Per Cent 
Return 
1938 193: 


Per Net Worth 
Cent January 1 
Changet 1938 1939 





15 Baking 
20 Meat packing 
20 Sugar 
60 Misc. food products 


$24,450 











$24,223 
27,370 


$266,464 $264,418 
565,363 557,144 
217,826 211,168 
700,967 719,925 
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115 Total food products 


15 Soft drinks 
24 Brewing 
8 Distilling 











131,848 
5,099 
7,780 
6,844 


1,750,620 1,752,655 
27,743 28,453 
42,504 46,116 
45,133 49,831 


a 
Pann 
Noon 





47 Total beverages 
21 Tobacco products 
35 Cotton goods 

12 Silk and rayon 
7 Woolen goods 
21 Knitted goods 
24 Misc. textile products 








19,72 
94,818 
6,112 
11,255 
3,191 
4,239 
15,212 


115,380 124,400 
705,279 713,239 
225,405 208,781 
101,009 101,346 

90,571 84,010 

58,847 60,364 
167,082 163,212 
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99 Total textile products 
22 Clothing and apparel 


7 Leather tanning 
16 Shoes, etc. 





40,009 
8,204 


3,418 
12,373 


642,914 617,713 
95,315 91,483 


45,978 41,001 
163,097 163,092 
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“23 Total leather products 

21 Rubber products 
Wood products 
Paper products 
Printing and publishing 


Chemicals, industrial, etc. 

RIP, GORDIE, QC. ciccccccccescesesacecesere 
Fertilizer 
Paint and varnish 








15,791 
41,853 
4,738 
29,903 
3,670 


124,605 
61,867 
1,777 
14,029 


pe : 
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209,075 204,093 
451,321 450,718 
83,189 82,352 
420,978 424,663 
94,563 93,501 


875,686 905,517 
311,647 321,574 

80,744 81,561 
183,581 183,618 
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Total chemical products ... 
Petroleum products 
Stone, clay and glass 


Iron and steel 
Agricultural implements 
Building equipment 
Electrical equipment ..... 
Hardware and tools ..... 
Household equipment 
Machinery 
Office equipment 
Railway equipment 
Aircraft and parts 
Misc. metal products .... 








202,278 
55,686 
49,841 

136,329 
27,389 
17,373 


1,451,658 1,492,270 
1,114,241 1,126,662 
540,038 531,931 
3,332,313 3,023,418 
522,952 530,070 
294,586 280,403 
412,520 416,460 
141,466 
49,044 
330,557 
113,027 
632,170 
49,858 
366,300 
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365,855 





323 Total metal products 


19 Automobiles — complete 
37 Auto equipment 


6,244,793 
1,325,583 
162,128 


5,907,665 
1,353,482 
158,363 
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56 Total automobiles 
138 Misc. manufacturing 


104,812 
1,612 


1,511,845 
55,955 
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1,487,711 
58,797 





960 Total manufacturing $646,864 


$1,281,479 


$15,465,872 $15,181,145 
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D- Deficit. + Increases or decreases of more than 100 per cent not computed. 
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packing and sugar), beverages and tobacco, 
whose earnings are comparatively stable and 
did not fall sharply from 1937 to 1938. In most 
other lines, however, a sharp drop in 1938 was 
followed by a sharp gain in 1939, reflecting the 
speeding up of activity. The most extreme 
swings took place in the industries producing 
steel, machinery and other heavy materials 
and equipment. 

In the steel industry, for example, the higher 
rate of operations last year, and particularly 
the rush of orders following the outbreak of 
war, enabled 42 leading companies, which com- 
prise the largest single group in our tabula- 
tion, to change a net deficit of approximately 
$5,000,000 in 1938 into a net profit of $136,000,- 
000 in 1939. Even this large dollar profit, 
considered in relation to the shareholders’ in- 
vestment of $3,000,000,000, would represent an 
average return of but 4.5 per cent for a com- 
paratively good year in an industry subject to 
wide fluctuations in activity and earnings. 

In the automobile and auto equipment indus- 
tries, and in the several metal products in- 
dustries other than iron and steel, there were 
also sharp, but uneven, gains by most com- 
panies. Aircraft and parts manufacturers had 
another year of rapid growth, stimulated by 
foreign and domestic armament orders. 

In addition to the expansion in business 
volume last year, a noteworthy factor in the 
improvement of earnings was the trend of com- 
modity prices, which had been stable or gradu- 
ally downward in 1938 but turned upward in 
1939. Since prices affect production costs and 
the valuation of inventories at the year-end, as 
well as income from sales, the more favorable 
trend last year was an important influence upon 
profits in numerous lines, including most tex- 
tiles, leather, rubber and chemicals. In the 
case of petroleum products, however, a weak 
price structure continued to hold down the 
earnings of many refiners. 


The Increase in Inventories 

Because of the sharp increase last year in 
manufacturers’ orders and production, plus the 
rise in price of many commodities, the year- 
end statements of representative concerns have 
been awaited with more than usual interest for 
the evidence they contain as to the inventory 
situation. A tabulation of ‘the balance sheets 
issued to date by 590 of the more important 
manufacturing and trade corporations shows 
combined stocks of approximately $2,560,000,- 
000 at the end of 1939, which is 4 per cent above 
the total for the same companies at the end of 
1938, but 9 per cent below that at the end of 
1937, when they were around the high point of 
recent years. Excluding meat packing, tobacco 
and petroleum, which were subject to special 
influences, the total inventories of the 493 other 
companies stood 7 per cent above 1938, but 
9 per cent below 1937. 


Inventories of Leading Corporations, 1937-39 
(In Millions of Dollars) 
End of Fiscal Year Per Cent Change 


No. Manufacturing 1937 1939 1938-39 1937-39 

18 Meat packing $298 $230 —T 

82 Other food products... 92 100 +9 

13 Beverages  ccrcnecenccsnneeeemee 35 87 +12 

15 Tobacco products... 864 871 —1 

69 Textile products 149 148 +17 

17 Clothing and apparel 41 84 

19 Leather and shoes... 110 92 

15 Rubber products ........ 217 

18 Wood products 17 

40 Paper products 48 

30 Chemical products... 157 
Petroleum products... 60 

41 Stone, clay, glass... 

160 Metal products 

28 Autos. and parts... 92 

16 Misc. manufacturing 17 


533 Total manufacturing 2,559 2,242 


493 Total mfg., excl. meat, 
tobacco and petroleum 1,834 1,559 


Trade 
6 RetA. ce 298 158 
23 Wholesale 


“67 Total trade 
590 Total mfg. and trade 2,803 





Statements in this summary are as of De- 
cember 31 in most cases, but include some for 
fiscal years ended October 31 and November 
30 (particularly meat packing and shoes). Al- 
though the published balance sheets of leading 
companies provide only a limited sampling of 
business as a whole, the indicated increase last 
year in inventories generally does not seem 
to be excessive, considered in relation to the 
expansion in volume of sales and unfilled orders 
on the books. Other evidence is to the same 
effect, including the recently inaugurated re- 
port of the Department of Commerce, which 
from its first survey announces that stocks of 
manufacturers increased last year by 7.5 per 
cent in dollar value. 


Longer Term Trend of Profits 


As has been pointed out repeatedly when 
presenting our tabulations of the reports of 
leading companies, the figures indicate trend 
of profits from one year to another but are rot 
an accurate measure of average rate of profit 
for business as a whole. The latter can be 
found only in the Treasury Department “Sta- 
tistics of Income,” a summary of which for “all 
corporations” and for “all manufacturing cor- 
porations” covering the period 1927-37 was 
given in the November 1939 issue of our Bank 
Letter. 

Rate of return for leading manufacturing 
companies, having net worth or sales of $1,000,- 
000 and upwards, is naturally higher—year in 
and year out—than that for all manufacturing 
corporations. The first group includes many 
of the most progressive, outstanding organiza- 
tions in numerous major industries, whose 
securities are listed on the stock exchanges and 
which issue prompt reports; whereas the 
second group includes many corporations in 
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reorganization, receivership or liquidation and 
also large numbers of companies struggling 
along on the borderline of profits. 


Net Profits of Manufacturing Corporations 
(In Millions of Dollars) 


Leading Corporations* All Corporations in U. S. 


Net Net Per Net Net Per 
Profits Worth Cent Profits Worth Cent 
aft. Tax Jan.1 Return aft. Tax Jan. Return 
$2,087 $16,261 12.8 $3,935 $48,050 8.2 
1929... 827 2,444 17,266 14.2 4,537 60,017 9.1 
1930... 717 1,499 18,223 8.2 1,424 52,695 2.7 
1931... 712 456 14,642 3.1 — 521 52,122 —1.0 
1932... 670 —86 13,565 —0.3 —1,616 47,640 —3.4 
1933... 653 359 12,152 3.0 237 43,976 
1934... 676 632 11,564 4.6 1,166 43,342 
1935... 734 822 12,251 6.7 2,122 38,152 
1936... 789 1,413 138,623 10.4 8,116 87,611 
1937... 940 1,545 14,705 10.5 3,069 88,467 
15,466 4.2 ons — 
15,181 8.4 panes -_ 


Num- 
Year ber 


1928... 827 


1938... 960 647 
1939... 960 


1,281 


— Deficit. * National City Bank’s tabulation. 


On the accompanying table and chart are 
traced the net profits of several hundred lead- 
ing manufacturing companies for the years 
1928-39, as summarized from our March tabu- 
lations, together with the net profits of all 
manufacturing corporations in the United 
States, numbering about 90,000, for the period 
1928-37, as compiled from official statistics. 
While the series of leading companies does 
not contain the same number each year, and 
is not comparable with the series for all manu- 
facturing corporations, the percentage rates of 
return of leading companies will give an indi- 
cation of earnings trend. 
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Annual Rate of Net Profit on Net Worth of All Manu- 


facturing Corporations in the U. S. and for Leading 
Manufacturing Corporations. 


When the official figures for all manufactur- 
ing corporations become available for 1938 and 
1939, they may be expected to show, on the 
correspondingly lower level, a similar decline 
and partial recovery. For the entire 10-year 
period since 1929, taking the good years with 
the poor, it is evident that the average rate of 
return for manufacturing corporations as a 
whole has been too low — in view of the known 
and unknown risks inherent in the business—to 
attract the large amounts of new share capital 
that prior to 1929 had been invested each year. 
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Distribution of Corporate Income 





Numerous different causes have contributed 
to the inability of business generally to retain 
a larger portion of its gross income as net profit 
during recent years, and these are all reflected 
in the various items of income and expense, 
including taxes. The fact that such details are 
unfamiliar to the general public is responsible 
for frequent misunderstanding and misrepre- 
sentation as to the nature and size of business 
profits. 


Following is a condensed summary, similar 
to the “short-form” statement now used by 
many companies in their financial reports to 
employes, showing the sources and distribu- 
tion of income for all manufacturing corpora- 
tions in the United States in 1937, which was a 
relatively good year and is the latest for which 
official figures are available. In that year, 
41,974 manufacturing corporations, or 46 per 
cent of the total active number, reported net 
income, while 50,005, or 54 per cent, reported 
no net income. 


All Manufacturing Corporations in the U. S. for 1937 


(In Millions of Dollars) 
Receipts 
Gross sales $60,244 
Receipts from other operations 952 
Interest received 112 
Rent received .... 129 
Net capital gain 36 
Other receipts 349 
Tax exempt interest on govt. oblig 35 

















Total receipts, excluding inter- 


corporate dividends received... $61,857 


Deductions 

Cost of goods (labor, materials, etc.) 45,556 
Cost of operations 429 
Compensation of officers 

Rent paid 295 
Bad debts .... 186 
Interest paid 
Contributions or gifts 
Depreciation 
Depletion 
Net capital loss 
Other deductions 























Total deductions other than taxes 57,346 


Net income, before taxes 4,511 


Taxes 
Federal normal tax 
Fed’l surtax on undistributed profits 
Federal excess profits tax ............ ii 
Other taxes paid 





2,059 


2,452 
Dividends received from other corporations 617 
Total net income, after taxes 3,069 


Cash dividends paid, including intercorporate 
dividends 2,953 


Balance available for surplus and reserves 116 


Net income, after taxes, excluding intercor- 
porate dividends received 








*Not including an indeterminate amount of taxes 
reported in “cost of goods sold” and “cost of opera- 
tions.” 


Of the $4,511,000,000 net income, before 


‘taxes, federal, state and local taxes took $2,059,- 


000,000, or almost one-half. There was left 
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$2,452,000,000, which amounts to only 4 per 
cent of gross receipts, of approximately $62,- 
000,000,000, available to the owners’ use for 
expansion of plant and equipment, reduction of 
indebtedness, and building up surplus and re- 
serves, or for payment of dividends on pre- 
ferred and common stock. This contrasts with 
1929, when taxes took less than one-fourth, and 
over three-fourths was left to the shareholders. 

After crediting intercorporate dividends re- 
ceived (which for the corporate system as a 
whole represent merely transfers and not real 
income), the compiled net profit after taxes 
was $3,069,000,000. This represented a return 
of 8.0 per cent upon the net worth or share- 
holders’ equity, which aggregated $38,467,000,- 
000 at the beginning of the year. Furthermore, 
it is important to note that total net worth 
has been greatly reduced during the depression 
years as a result of operating losses, payment 
of dividends in excess of earnings and writing- 
down of assets and capital. For this reason, the 
same dollar profits as in 1937, if computed on 
the 1929 net worth of $50,017,000,000, would 
represent a return of 6.1 rather than 8.0 per 
cent. 

Earnings Reports from States 

One of the interesting developments in the 
past year or two is the growing attention that 
is being given to studies of business earnings 
and of wealth and income on a State rather 
than a national basis. These studies serve a 
very useful purpose, by disclosing the effects 
of various types of taxation, social legislation, 
etc. upon the industries and the economic life 
of each State; and also by revealing the direc- 
tion in which the economy of the State is 
moving. Only a beginning has been made, 
but in due time series of comparable figures 
will be built up which should have great value. 
Much care has been given not only to the 
compilations themselves, but to the form of 
presentation, so that the implications of the 
reports may be readily understandable; and 
doubtless the technique, where estimates are 
involved, will be continuously refined as the 
studies are extended. 

A study of income and other data in Wis- 
consin was made in 1932, and with the aid of 
Governor Heil and public-spirited citizens that 
State has now become a leader in the prompt 
collection of information as to corporate earn- 
ings. The report compiled by the State Tax 
Commission for 1938 is an informing supple- 
ment to the federal statistics given above and 
includes the following figures covering indus- 
trial corporations: 


7,806 Industrial Corporations in Wisconsin for 1938 
(In Thousands of Dollars) 
Operating receipts 
Receipts from net sales of products 


Operating expenses 
Wages and salaries $ 426,182 
Goods and services from others 1,302,984 
Interest paid 24,648 
Losses 13,825 
Depreciation, amortization and 
depletion 


$1,937,291 








78,100 1,845,739 


91,552 
66,966 








Net operating income, before taxes 
Non-operating income 





Net income, before taxes 


Taxes 
All federal 
Wisconsin income 15,874 
Real estate 17,731 
Personal property 8,791 
All other Wisconsin taxes 14,518 


158,518 











112,159 





Net income, after taxes 46,359 





Source: Wisconsin Tax Commission Report to Gov- 
ernor Heil, Sept. 19, 1939. 


This report shows an operating loss of $20,- 
607,000 after taxes, and non-operating income of 
$66,966,000, leaving net income of $46,359,000, 
after taxes. As taxes were $112,159,000, the 
federal, state and local authorities took seven- 
tenths of the earnings before taxes. These cor- 
porations had operating assets worth $1,885,- 
000,000, and investment assets of $192,000,000, 
a total of $2,077,000,000, equivalent to $5,844 
per employee. On this amount the owners had 
a return of $129, or 2.2 per cent, while taxes 
took $316, or 5.4 per cent. 


Another type of study is that carried out last 
year in New Hampshire by a Commission 
appointed by Governor Murphy, whose report 
has been prepared by the Chairman of the 
Executive Committee, Samuel Crowther. This 
study presents both a balance sheet and an 
income statement for the industries and people 
of New Hampshire as a whole, for the year 
1936. The conclusion of the study is that al- 
though the State and people of New Hampshire 
had a net worth of $1,174,000,000 they had a 
net excess of cost over income (including gov- 
ernmental costs), or a net loss, of $3,989,000. 
Yet 1936 was a good business year. A similar 
study for the State of Illinois is in the press. 

Our readers will be able to interpret these 
figures for themselves. In federal and state 
reports alike, the showing is one of interruption 
in earnings, savings, and therefore in the 
formation of capital, out of which all the eco- 
nomic progress of the past has been achieved. 
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